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Monetary Policy and the Federal Reserve:
Current Policy and Conditions b

Congress has delegated responsibility for monetary politheteederal Reservehe Fed) the Specialist in

nation’ s butretains aversightaesponsibilitiss ensuringhat the Fed is adhering t¢ Macroeconomic Policy

its statutory mandatef “ ma x i mum e mpl oyment , st atérrhiaterest i der at
r a t Bosmeét its price stability mandate, the Fed has set a longagoal of 2% inflation.

February 222019

The Fed’s control over mon e tlitytoglterghe mdneysupplt e ms trom 1 ts ex
and credit conditions more broadly. Normallyge tFedconducts monetary policy by setting a targettf@federal funds rate

therateat which bank®orrow and lendeserves on an overnight badtameets its target throbgppen market operations

financial transactions traditionallgvolving U.S. Treasury securities. Beginnimg2007, thefederal fundgarget was

reduced from 25% to a range of 0% to 0.25%December 20Q8vhich economists call theero lower boundBy historical
standards, rates were kept unusually low for an unusually long time to mitigate the effects of the financial crisis and its
aftermath. Starting in December 2015, the Fed has been raising interest rates and expects to gradually raiserrathe furth

Fed raised rates once in 2016, three times in 201 7pandimes in 2018by 0.25 percentage points each titndight of
increased economic uncertainty and financial volateility,
raising rates again.

The Fed influencesterest ratew affect interessensitive spendinguch as business capital spending on plant and
equipment, household spending on consumer durables, and residential invdstamdition, when interest ratdsverge

between countries, it causes capital flows that affect the exchange rate between foreign currencies and the dollar, which in
turn affects spending on exports and imports. Through tfemenet, monetary policy can be used to stimulate or slow
aggegate spending in the short run. In the long run, monetary policy mainly affects inflation. A low and stable rate of
inflation promotes price transparency and, thereby, sounder economic decisions.

The Fed’s relative 1inde p e nistratiandhas been jusiiieddby magyreconamists andhet he Ad
grounds that it reduces political pressure to make monetary policy decisions that are inconsistent witria foogis on

stable inflation. But independence reduces accountability to Congredseafdrinistration, and recent legislation and

criticism of the Fed by the President has raised the question about the proper balance between the two.

While the federal funds target wasthezero lower bound, the Fed attempted to provide additional stimulus through
unsterilized purchases of Treasury and mortgzayked securities (MBS), a practice popularly referred tpiastitative
easing(QE). Between 2009 and 2014, the Fed undertoole ttoends of QE. The third round was completed in October
2014, at which point t hilion-FEfieltiias itspeelisis size After Qk ended, theked $ 4 . 5 t
maintairedthe balance sheet tite samdevel until September 2017, when it beg very gradually reduce it to a more

normal sizeThe Fed hasaisal interest rates in the presence of a large balance tsineegh the use of two new toeldy
payingbanksintereston reservefeld at the Fedndby engaging in reverse repurchase agnents feverse repgsthrough a

new overnight facilityln January 2019, the Fed announced that it would continue using these tools to set interest rates
permanently, in which case the balance sheet may not get much smaller than its current sizdiaf.$4 tri

With regard to its mandate, the Fed believes that unemployment is currently lower than the rate that it considers consistent
with maximum employment, and inflation is close to the F
rateincreases, monetary policy is still considered expansionary. This monetary policy stance is unusually stimulative
comparedvith policy in this stage of previous expansions, and is being coupled with a stimulative fiscal policy (larger
structural budget dieit). Debate is currently focused on how quickly the Fed should raise rates. Some contend the greater

risk is that raising rates too slowly at full employment will cause inflation to become too high or cause financiatynstabili
whereas others contetitat raising rates too quickly will cause inflation to remain too low and choke off the expansion.
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Introduction

The Federsatlh eRehiseedr p@ns i bil i’st iceesn tarsa It hbea mk tfiaolnl 1 n
categoreiteasr:y pppoontvi s y,on o f e rherrognegrhc yt hlei g windlietry o f 1
function, ocampteaivibathykmensd fooft herf dr nsaamfcatayl, fnd msoun

and prepdygment system services to financial firn
Congress has delegated r etshpeo hFseidb,tr ti 8 ynf oo vempaegh
responsibilities to ensure thatmahemkFmd i1is adher
empl otymesnt abl e pric-tsr mandt dohds tFactde thtkassn gde f i ne d
prices asuna gladg oHft h2e% cihnafnl gaet iiom overall prices,
Personal Consumption ExByye ncdointturraesste,§ PttChkeaw bparHidcset ai r
not be appropriate to specify a fsi xpeodl igcoyal for e
decisions must be informed by assessments of the
that such assessments actt he CiMowmirsiadiyp.apoberctyai n
used to stabilize business cycle fluctuations (@
recesisn otnlse) short run, while i1itThaishdd affects i
conventional poloilc yf oirs |té&od ttDarreGEVt PBWMHn i g h t | int
lendihg rate.

This report prokomenctarwompdoskdeewnof devel opment s,
summary &f atchte ofhesd fol l owing t he foiveamwdieawl odr it shie
Fe'd regulatory responsibilities.

Recent Monetary Policy Develo

December 2008, in the ‘WOreéeat &REtchees sFiebdn nlaonweiraeld
federal funds rate to aimengatef HWwrtoe®e? 5T
what 1is 71]dR ORZHUTERXaQsGe t ke s i ons etnhdee de ciom o2mi Oc9 ,
cooversyi st ewthkeprohed ethpegtads theatFetdorlepwade
shedthamek fr a magf or efssh iar arteessuul t, the economic e
s seventh year and the tulmee’'sdpaddtymmat eraf ef whk a
pl owhemt it began raising rates on December 16,
aetimthce¢e previous two economic expansions, the F
ars of the preceding recession endinng. Since t
ries of steps to 1incrTehnee nFteadl lrya ifsnegdd Ordant, enso hoentceer
me s i nf 2uwrl 7t,i mensd yi ) . 2051 @ ercentage points each
t hsetome further grtahdeu afle dienrCarkrecafsmersed i sns a r ¢ t
mandate. The Fed“ddactspocrdidboeesa ptitnegypl adndbeaslt
actual employment or inflation deviate fr
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1 For background on the makeup of the Federal Reserv€R8dn Focus IF10054ntroduction to Financial
Services: The Federal Reserby Marc Labonte

2 Section2A of the Federal Reserve Act, 12 U.S§225a.

3 Federal Reserv&tatement on LongdRun Goals and Monetary Policy Strateggnuary 24, 2012,
http://www federalreserve.gorionetarypolicyflles/FOMC_LongerRunGoals.pdf

4 Current and past monetary policy announcements can be accelsgpd/atww.federalreserve.gawbnetarypticy/
fomccalendars.htrFor more information on the business cycle, GBS In Focus IF10411ntroduction to U.S.
Economy: The Business Cycle and GrqwthJeffrey M. Stupak
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5 For more information,ese  Ke v i n R Btartscertaigty, and Monetary PolicyFederal Reserve Bank of San
Francisco Economic LetteP01716, May 30, 201 7https://www.frbsf.orgéconomieresearchgublicationséconomie
letter”2017 mayk-starmacroeconomiaincertaintyandmonetarypolicy/.

6 Federal Reserv@rinciples for the Conduct of Monetary Poliayebpage, March 2@,
https:/www.federalreserve.gaabnetarypolicyprinciplesfor-the-conductof-monetarypolicy.htm The other two
principles are thamnonetary policy should be well understood and systematic and that interest rates should respond
with a more than onéor-one change to a change in inflation.

7 For more information, seERS Report R44663)nemployment and Inflation: Implications for Policymakiby
Jeffrey M. Stupak

8 Federal Reserve, press release, January 30, BGAS;//www.federalreserve.gaubnetarypolicyfiles/
monetary20190130al.pdf
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risk to fimancial stability. As an example of ho
the latter, thetFed comtecmiduitshdhd ws dphign pukkbl e by
interest rates too low for too long during the ¢
risks as outweighing any marginal benefit associ
is already so cl°Raesiogirvhiad mkl gy momtld also pr
“head?fooorm t he Fed to lower rates more aggressivel

The potential percentage

t

s
s
point reduction in rate
han the r &teadl dhwtss utnldaetr ttalkk®e n in past recessions

Alternatively, there is uncertainty about whethe
around 2%, and the generally benign economic en\
do ‘“ate o f’noeltdhralgees s , the current expansion 1s al
record and cannot 1last foreverterlTtheTrfelasturey iymige lo
are similarmtbresdhoutty yields) is seent dbo s ome as
hi AHt hohghe is a risk of stimulative monetary p
there is also a risk that tightening too quickI:j
critics would preferisbloecvadre’slchwiadegmrdae otrhati niamfcli amtli
are ubsftwbéeFed raises rates again

How Does the Federal Reserve
MonethRhalyi cy?

Monetar ye p otthsec tyaochtei whhekd rt akes to influence the a-
money and oreodiott e t he goa,lsd anmlnad ap rendac xbi yhwlGmenlg r & 15 d
sustainabl.Beempuplse@yaemaect ations of households as
purchasers of capital goods exert ainng mpno rtthaent i
United Sbteactatuhsges andxpectations are ihefd uenced 1n
actions, a broader definition of monetary polic)y
cecondmrecast Fepadamidomsyhetoabpsese imdde by or associat
chairman of 1tswiBotalred iwaftciGGomwvea hobsnpker.

Thkedd Federal Open FMaMGhed¢t Coemmet y eei X weeks to ¢

f

r
t

p

unds target and somet itme attomecehtasn goen tahne atda rhgoect bba
egularly scHaeu FOMCmsdasd icaofgnpt he 7 Fed governors,
hFee der al ReNewv&oBhknkaoll 4 of erlad dehéer vkl regi
resiskemtnsng roshting basi

9See, for example, John Taylor, “A Monetary Policy for the

15, 2015http://web.stanford.edujohntayl2015_pdfsA_Monetary Policy For_the Future15-15.pdf

janet Yellen, “The Federal Reserve’s Monetary Policy Tool:
2016, athttps://www.federalreserve.gm@wseventspeechfellen20160826a.htm

11 Of the monetary policy tools described below, the board is generally responsible for setting reserve requirements and

interest rates paid by the Fed, whereas the federal funds target is set by the FOMC. The discount rate is set by the 12

Federal Reserveabn ks, subject to the board’s approval. In practice,
tools to implement a consistent monetary policy stance. The New York Fed determines what open market operations

are necessary on an ongoing basis to maitha&rederal funds target.
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Policy Tools

The Fedgets the federmolneftuanrdys proaltiec yt. o Tchaer rfye doewta 1

determined in the private mar ket (fcoarl loevde rtnhieght r
federal f.unAdts tnhaer keentadd ,o0 fu sau aglilve na peay, depositor
calculate how many dotl aowme hofl dragaidnseds theyrwarrt
liabiliti®Semédepesitan)ions may discover a T eser\
assets relthtwiywne t,owhkthldtshder s may have reservable
t hei r Thweasnet sr.e s ebrower se wddadmnt b&an o v eir m i gthg r nbaarskiest
called the fed-¢elthael ifnumedse shamrkaette in this market
it wishes to expahndwhindon elyo vagwd itchhee dtnacroguerta ge s mo r ¢
l ending actgrveideymaandd ,0 mohtigs.e, €enversely, 1f 1t wi
money andhecwhedddi tr,ai se the target

The federal funds rate 1is linked to the interest
charge f orwhleotichass. F&@ldumay dnt gcal yteerryunf $ibhnetnecree sot
rate., this ratetenmloeneses BHoWwevet popnghkrs relatio
onttone basalwsnggerm mar ket rates are influenced nc
doing,btmatldsasyhbigt is expected bwhato imfhktbtti dmtug ee x
be 1in t hef aflcuttgthrle .g hTthsi st he i mportance of expectat
rates For that reason, a gr owingarbeondty ionf 1 it er e
explaining whialt,Ja nilma lpiodg cay dommi t ment®The adhere

Fed has responded to this literature and is 1inecrt
me asur es ecasned mehaasturtehs arki shpected to accomp

The Federuasle sRetsweor vieet hods to maintain 1ts target

X Traditionally, thRSH@ P DUNHWIRSitIDOMIeRQse d o n
the Fed buying existiinng hle. Ss.e clornedaasguyr ymasrekceutr i
those that have already beéd&Bhoshded and sold
Fewduy securities, it does so with the equival

(Federal Re swlrisvgela mdst etshe recrcttheedhlislei tayn d

of depositdvrygnsnsdo make loans and expand mon .

reverse 1is true 1if the Fed ddei Fed to sell s

must stand ready to buy or sell as many secu

federal funds tesgef.sOuturighespwechasnsed f o
2014, but normal open mar ket operations a°

t o
repionsst ead, described in the text box. When t
t h banking system, itsemd er smownd ol rgpiodi t Wh

12 Depository institutions are obligated by law to hold some fraction of their deposit liabilities as reEBeeyeate also

likely to hold additional or excess reserves based on certain risk assessments they make abotfotivsirgpol

liabilities.

13 Seg for exampleAnthony M. Santomerd* Gr e at Expectations: The Role of Beliefs
Policy,” Business Reviewederal Reserve Bank BhiladelphiaSecond Quarter 2004, pp:61 and Gordon HSellon
J.,Expectations Poddctyhdr Mas eni £eogomia ReMeweetierainResenre, Bank of

Kansas City, Fourth Quarter 2004, pp42.

14The Fed is legally forbidden from buying securities directly from the Department of the Treasury. Instead, it buys

them on secondary markets from primary dealess.a technicaéxplanatiorof how open market operations are

conductedseeChery L. Edwards,“ Open Mar ket O p e rFederal Raserve BulletiNdvember 29970 s , ”

pp.8598 72; Benjamin Friedman and Kenneth Kuttner, “Implementa
Set Interest Rates?,” NatioingRapeBno.rlele5uMachi20Elc onomi ¢ Research
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Fed enters i'MBeoc aruesvee rosfe trheep olsar ge increase 1in
alone ¢

caused by QE, open mar ket operations
the federal funds target

What Are Repos?

Repurchase agreements (repos) are agreements between two parties to purchase and then repurchase se
at a fixed price and future date, often overnight. Although legally structured as a pair of security sales, they
economically equivalent to a kateralized loan. The difference in price between the first and second transact
determines the interest rate on the loan. The repo market is one of the largest gieomt lending markets, wherg
banks and other financial institutions are active borrosvand lenders. For the seller of the security, who recei
the cash, the transaction is called a repo. For the purchaser of the security, who lends the cash, it is called
reverse repo.(When describing transactions, the Fed uses the terminology fronpéuspective of its
counterparty.)Collateral protects the lender against potential default. In principle, any type of security can bg
as collateral, but the most common collate?adnd the types used by the Fédire Treasury securities, agency
MBS, an@gency debt.

1RWH )RU EDFNJURXQG RQ WKH UHSR PDUNHW VHH 7RELDV $GU
Reserve Bank of New York, Staff Report no. 529, December 2011, availdiitp:#ivww.newyorkfed.org/
researchétaff_reportssr529.pdf

X The &a2d also change the two interes:t

these interest r attehse irnaftleu eintc ec hnmaarrgkeest

t h
X

patte tb6b depositors.

pFeerdmi t s depository institutions

vhdmalgsee charged an iGlLtVERXEQ W HitiExdVhH

e
T
t

d
f
p
s

T err e dl etnod ears offth elcaasuts erceds dre ndi n g,
d

u

s

h
e
i

0
T
e
e
i

n
0

reserves.) Since 2008, this has been
federal faddsi nhgrighke . fookrp obrft mknei Itdyi ncg stth at

e
m
s
r
i
t by tshmeamdfle Muptower th&TlHiedEedlifunds
f
s
d
u

rates 1t
troa tbeosr r

to borr

on
calll

from

count window and otherigseceroegltidgi cheate
er normal financi albucto nwdaist iaonn si nspuocrht aanst t
rteqodfudriitnyg t he financial crisis.

X In Oct obtedr F2e0d0e8r,a 1l Re s e@QWHUbVWtalh@ tUblViHEdYHYV
banks depogilt payshe nFedest on both

por aarty tbhaes idsi s'¢Tchantt iwi,ndchw se institution
caotuntthe Fed some of their own assets
obtsaerwiensg ®Md scounts are wusually

t o
an
ed

rat
t he
d

requir e

momwe as reserves at the Fed as opposed t
reserves

at which banks are willing to 1end
funds rate.

the pr

o 1 e

The Fed camhal fedehabhgdumdserad¢ er blynachampepanigf y
whptorticas tadfmpo(pi t mar il yc ¢ h baentkkish gnust hol d as

151n addition to open market operations, the Fed has entered into reverse repos since 2013 through a newly created
facility, the Overnight Reverse Repur chldhsee “Emxeirta tSitamst efgayc’i:

Normalization of Monetary Policy After QE”

16 All depository institutions, as defined by 12 U.S8861, may borrow from the discount windowdaare subject to
reserve requirements regardless of whether they are members of the Federal Reserve.

17 Until 2003, the discount rate was set slightly below the federal funds target, and the Fed used moral suasion to
discourage healthy banks from profitif\gm this low rate. To reduce the need for moral suasion, lending rules were

altered in early 2003. Since that time, the discount rate has besragenalty ratabove the fedat funds rate target.

However, duringhe financial crisis, the Feshcouraged bankgo use the discount window.
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on deposit Thtust,ha eBed ve¢ hee jugme che htysf eadfefrdadb l e w
f unmdasr Setat ute sets the numerical levels of reser
some discreti@umr rteon taddnjou sbta gghserne.d t o hold 0% to 1
deposits tnheatt tqruaanlsiaficyt iaosys alep@muat e go fo nt'st h eb &1 k

d e p o®Tihtiss t ool —dtheupedceatalgy wa’ last changed i
Ea of t hewoer kkso oblys adarealilngl tdqiwei dity available for
system, whitchhk iamfolumean owefs assetguifheseThaseianstetd
often FUUbhbLAMAduhseey reprtdseerntmsltadamgeg f onbubhames med an
households, among others.

Targeting Interest Rates Versus Targeting th
The sFecdont rol over mo ntest aerxyc lpuosliivcey asbtielmst yf rtoom ail t
and credit conditions mor e PRQHMIOUNvENDIVHE F e d mddee
up of currency (Federal Reserve notes) and bank
infl ue nere smebarsoarde s of the money supply, which 1in
such as demand deposits (e.g., checking account s

The §Fkedf i nomonef ary policy as the actions it unde
d comt¢yodndiocredit suggests two ways to measur
l ook at the cost of money and credit as meas:?
l ati ona ptdhoej eoctthicorn si)s, t o 1| mamkl atr etdh i tg riaswtl if . o fI
s ilboloek taot either interest rates or the growth
a conclusion about t h-et hcautr riesn,t wheatnhceer oift miosn e
ding sti mm¥,uscotnot r¢afcktoieornnagroye c g n @omi mea¢triav it y)
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ly growth, mbutt ocdmtctald hthagnkeh prdedrred to f o:
petycy in terms of the cions tt ecorfimesmoonfe ypphg. ¢ Ttk
conducts monetary policy by focutsheng on the
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al to decisions made by howHdDidod destand b
t
e

s B
- o T
[ = T

c
t is often proxied by subtracting from
omflation rises and market interest r at
, with a similar ec oQPPQXCesf) elcad afsalilfe ma
amount with a constant inflation rate.
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The fedetel i fumnds$ yrane of the many interest 1 at e
determines economic abeivewny. rhore tibedargeheor i ma
amount of moonveeyr atnhde clroendgietri sr wWlme t bleer anaanmseedo fby t he i
saving and investment (or the demand for capital

18 Checking accounts are subject to reserve requirements, but savings accounts are not. As a result, the Fed defines by
regulation the different characteristics that checking and savings accounts may have. For saaimg$eaccounts are
subject to a limit on monthly withdrawals.

19 Thedeposithreshold is regularly adjusted for inflatidfor current reserve requirements, see
http://www.federalreserve.gawbnetarypolicyeservereq.htm
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markets means that for moisnt adracttl opridbgtowamdr i e s

investment that deter minebBagdgihse. rElhds ., ntealestatrast
States depelhdS antoito noanll ys aomi ng lsawmdt haveatvmagt ahdt
investment of ot hernactoiummntarli eisnt eFroers tt hraatt erse aasroen 1
international criemckists cogmrdietsions and bus

Economic Effects of Monetary Policy i:3

L onlgun

How do cha#tgesn imtsshestt rates affect the overal

expansionary monetary policy t-hamnvser esdpuecnedsi nignt earle
el se equadnsiditmiteada esgpending includes physical 1inv
firms, residential investmedtureéabbdbesspgndongtfuact
automobiles and applsanseesd by hbasvhawidsecAs od]
exchange rate depreciation that causes exports t
spending in the economy, the Fed raises i1interes:t
An examifndJt Soneeonomic hiséandyeadmaedthictesdh alw mtamalt m
expansions can have a positive effect on U.S. GI
which greatnsiinversepetnding results in an increa
economy in the short run will depend in part on
When the economy 1is ear full employment, the 1ir
through higher i1infl i on mor ef ugluli ceknlpyl. o yWiheennt ,t h e
inflationary pressu s are more l|likely to be mut
over the longer run, a more rapid rate of growttl
more rtrapid rate fofamny,f Ilaatsitoinn gvietfhf elcitf tone ,r eial GD
Economists have two explanations for this paradc
run, many economies have an elaborate system of
makesfiidguldti fin a short period for significant ad
response to a more rapid growth of money and cr e
reason or another ar-rucsolnosvwe qtdoe madjjsoursot c ht aon gt ehse il no nng
policy. This slow adjustment also adds rigiditie
changes in the growth of money and credit that c
effect on out paltbaintd wimpH oy mpaulti cy lag of six to
broader economy fully responds to monetary polic
are renegotiated and expectations adjust, wages
de maansndd much of the change in output and empl oym
matter in the short run but be fairly deutral fc

In s ociine twhhéigh rates of inflationameevemyemdapidpr
the final stages of very rapid inflations, call e

20 During the financial crisis, the historical relationship between money growth and inflation did not hold, as will be
discussed below n t he s e Quantiative Easingiandithe Growth in the dBalance Sheet andaBk
Reserves ”

2L Two interesting papers bearing on what monetary policy can accomplish by two former official&edénal

Reserve arénthony M. Santomerd® What Monet ary P ol Business Revievkededal Resetven ot Do

Bank of Philadelphia, First Quarter 2002, ppt,JandFrederic S. Mishkin® Wh a t Shoul d C’tReview,a 1 Banks D
Federal Reserve Bank 8t. Louis, November/December 2000, pfl4l
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growth of money and credit to alter GDP growth a
negative.

Federal Reserve Independe nce

The Fed is more independent from Congress and the Administration than most other agencies. Its indepen
is attributable to structural reasons, suchas i DU WHUPV RI RIILFH IRU LWV ERDUG
budgetary independengeand as aesult of unofficial norms, such as the President refraining from opining on
monetary policy decisions in recent decadem 2018, President Trump upended these norms with a series of
statements criticizing the Fed for raising interest raes.

Economis$ have justified this independence on the grounds that the mismatch betweentsharand longterm
benefits of monetary policy decisions (discussed above) creates political pressure to pursue interesgetie t
that are too low to beconsistent with t&able inflatior?s ,Q GHSHQGHQFH LW LV DUJXHG |
decisionmaking from this political pressure, and may help explain why the Fed has successfully kept inflatig
consistently low since the early 1999<-urthermore, independence enhancesthelG-V FUHGLELOLV
maintain stable inflation, it is argued, and this makes interest rate changes more potent than if inflation
expectations increased whenever the Fed pursued expansionary monetary policy. For better or worse, the
off of more independence is less accountability to Congress and the President, however.

Mo ne tVerrysFusscal Policy
Either fiscal policy (defined hecesusasdchgngoebicsy

changes to governmeswmtmesperydipogicecy ttaxnmedbe used t
spending in the economy. However, there are seve
the two.

First, economic conditions change rapidly, and i
t han fliisccyal Tthe Fed meets every six weeks to con
call an unscheduled meeting any time. Large <c¢han
at most . Once a decision to al tuesrt ftirsacvaell ptohlriocuyg
long and arduous legislative pr oc ewhse rtehaast can 1 a
monetary policy ch@dnges are made instantly.

Bot h monetary memd ufriessc aalr ep otlhiocuygght t o take more t
fdl impact oduthiepekiomohgffdhet case of monetary poc
throughout the economy may change rapidly, but i

their spending patterns 1n lroewsepronisnet.erfeosrt erxaatmpl e
must put together a loan proposal, apply for a |1
funds to use. In the case of fiscal policy, onc e
for authogivedbspentdliayed. An agency must appr oy
with contractors before funds can be released. I
receive the funds and then altero mtwhedier epfrfiewatse s

22The Fed earns interest on its securities holdings, and it usestéhéstrto fund its operationis.sets its own budget
and is not subject to the appropriations process.

23 For more information, seERS Report R43391Independence of Federal Financial Regulators: Structure, Funding,

and Other Issuedy Henry B. Hogue, Marc Labonte, and Baird Webel

AChristopher Condon, “A Timeline BobmbErgheoembesl7,Qal8.t es on Powe.
25 Note that this prediction has not always held over-tiraetimes, some Members of Congress have criticized the Fed

for keeping interest rates too low

26 SeeCRS Report RL3105a conomics of Federal Reserve Independghgévarc Labonte

27 To some extent, fiscal policy automatically mitigates changes in the business cycle without any policy changes

because tax revenue falls relative to GDP and certain mandatory spending (such as unemployment insurance) rises
when economic growth slovesd vice versa.
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are felt. For both monetary and fiscal policy, f
must o c cmurl tbicepflioipeyeflfee ct s are fully felt

Secomodn,et ary policy is de tse rmmainndeadtseb,f swehdearbenap 91 pay
determined based on competing political goals. I
implications regardless  porfi mahreytoHliantt ietmltd.t Pwars t p ali i
hagprevented increas ebseiinng bfuudlgleyt rdeevfeircs®vde rdfutrhiem g
course of the business cycle, aggregate spending
as often as it is too | ow. This means that stabi
loosgméedincreasing the budget deficit has prover
implementing the spending cuts or tax 1ncreases
been in deficit i1in,alwlibshtl efdi teo yaeha rhse dsmimmd ea d It Sotn 1
that gives policymakers less leeway to potential
if needed, in the future. By contrasg, the Fed i
di scussed in tahned perxepvei solugsmwss etclt a to mi,rt lionwtewrir lelsitng t
rates.

Third, rtunend ogqgences of fiscal and monetary poldi
creates federal debt that must be sefowkced by fu
to outfbwtl veesme (presently, about halbfat will be
expansionary f i spcrailvaptoel iicny ecsrtommednst ,outt 1l eaves fu
than it other wi®Menevtoard y phalice ptebtmsesefibech on gen
equatthyough di fferent levels of interest rates wi
Furthermore, the government faces a budget <cons:t
pol—ticty can eblty aissdwamgdas investorsvbrelive the
economic conditions require larger deficits to r
Fourth, openness of an economy to highly mobile
of fiscal a@lnidc ynonExpaarnys iponary fiscal policy woul
interest rates, all else equal, which wpuld attr
causing the val®Eooéighecdpildalk et¢donSrtoastkeys eonnt enre tt
through a trade deficit. Thus, higher foreign ca
spending on domestically produceTldh e uibnsctrietaustee si m 1
trade deficit wouhdrgarwddkconst of he¢ hexpacwcsease 1ir1
some extent (iifn aapiotrayl, ot Exphactilomamob imoamet ar y
would have thd oowpposintereffiffeactates would cause c-
of hizhes of retaawmsiedgetwhereal Forefi ghheagolthdr o
would reduce the trade deficit through an 1increa
produced import substitutes. Mmhgeiffotrthegn capit
expansionary effeé%ts of monetary policy.

Fifth, fiscal policy can be targeted to specifioc
operations, monetary policy cannot. ahis differe

28 An exception to the rule would be a situatiorwhichthe economy igar enough below full employméthat

virtually no crowding out takes place because the stimulus to spending generates enough resources to finance new
capital spending.

29 For more information, seBRS Report RL31235he Economics of éhFederal Budget Defigiby Brian W.

Cashell

30 These exchange rate effects require a change in domestic interest rates relative to foreign interest rates. If fiscal or
monetary policy moves synchronously among trading partners (e.g., all countried exgaetary policy

simultaneously), then there would be no change in relative interest rates and therefore no change in exchange rates or
the trade balance.
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ctiveness of the stimulus.
laircea tliaorngse,]l yb u tn ctishdeecltmatllt eewrh e r e a

ng monetary and fiscal policy
’sBuitn deepceamdseen coef ftrheem Fodn gr es s and
ons aCengodasmnmal whys Fedowereat odc hlk
al and monetary policies, Tespect
f either policy were 1implemented
s catle d,oltilcei erse swelrtei n gnpel cameanmi ¢ st
one policy were s Al mat afdovnegerhegsds tahned otthhec
ei ntcoo nspealteicbtlse podldiuclidesspartthical ly negate ea
mul ative fiscal policy and contractiona
onattigguglgat ke de mmayd e considerable d
and monetary pol itchyenya kcearns pdoitseangtricael Ii
cies with t’heac*hWheentsh eorf tohfifss eatrtrianngg eem

advann ttahgee .on@® hand, policymakers could target
d or most likely to respond g
l 1l octalheemd ec o nome chbdwade otolfe pbaht

As

cians ewshd cwtho mi ci sa cetxitwietnmye ]l y depressed, monetary
When 1inter e sste nrsaitteisv eb escpoemmed ienxgt rnean
cuts.
al mone tzaerryo plod wkeny bibsu sl di sntietneadr iboy, t
more effective. As 1s discussed 1n
ienced this screinairssi.o foll owing

t he

to S

what

te polimia¢sd onthddotwbe thachbthrcaect @i

Unconventional Monetary Polic

t he Financial Crisis

When the United States experienced the worst fir
undertook inedeagtiedgkkyepspiacan attempt to rest
included reducing the federal funds rate to the
assistance to “Puamtnicti @atTihkds remausnicrogn.d e nt o msnal pol i
continue to have consequences for monetary polic
“normal’zation.

The Early Stages of the Crisis and the
The bursting of the housing bubtlca elde d ott ch he or
depository institutions and other segments of t1l

311t is important to take this possibility into consideration when evaluating the potential efféistsal policy on the

business cycle. Because the Fed presumably chooses (and continually updates) a monetary policy that aims to keep the

economy at full employment, the Fed would need to alter its policy to offset the effects of any stimulatipelisgal
changes that moved the economy above full employment. Thus, the actual net stimulative effect of a fiscal policy
change (after taking into account monetary policy adjustments) could be less than the effects in isolation.
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As the delinquency rates on home mortgages 71 o0se
the mortgage market saffessdtoabigunldliobyseFThando
this devel opment was soon obvious as other types
This, in turn, spilled over into the broader
effect dmcbooh pmad aggregate demand I'n Decembert
recession.

As hdhesingspillulmpver effects to the financial
became apparent, the Fed respomdetdhed yd Fseaddawn tn g
Beginning on September 18, 200f¢denadalaerfigdentad g

was reduc2itbOramringe Ob@tWMee wh@¥eand remained |
2015. Economizetro daolwleogmhidbyy ntdlheat once the feder al
lowered to zero, conventional open market operat
The Fed tad taemlpiteve a dsdtiitmuolnuasl anto ntehteaprizyedt @ e b o und
keep the federal funds rate 1low forIRUADWGt ended
JXLGDOb@RHZDUG FRPPLWPHQW

The decision to maintain a target 1i-heemest rate
interest ratebecdamvreeheoved the fmarro in ¥ he history
Second, the Fed waited much Il onger than wuswual
recovery. iFno rt heex apmpelvei,ous t wo expansiong, the
years after the preceding recession ended.
Direct ADuritngnaed After the Financial
With liquidity problems persisting as the federa
traditional transmission mechanism linking monet
was not Mwaekang.hadame i dtdheaste uthidad tlyi opr ovi ded t o
banking system was mnot 1 eac hAsn gn oottehdeira lgpoawrat,lsyuo f
traditional monetary policy tools, additional
federal funds rate. hEe acicracthmventt st lvies opbominadm,
nontraditional methods to provide additional
First, the Federal Reserve introduced a numbe
liquidity direms]l gndomfiirkehnhsialThéeé first facil
2007, and several were added after the worsen
were designed to fill perceived gaps b,et ween
and moklmeveoft designe dt etrom phrookvaidd eb ys hcoorlt]l at er al

the value?Aomumber]l odnthe recipients were nonbanl
umbrella of the Federal R et sheer hvlacklel ntt h it o0 mamlbe d ktsh e
t he Gr eat hDee pFreeds saiuotnh.o rTi z eS¢k ctt h eosne 1a3t3i)o msf urhcde 1F e

32For a detailed accountofh e Fed’s r ol e i RS Report RLB442Financial Turmoik Fedeials , s e e
Reserve Policy Responsey Marc Labonte

33 The Fed did not target the federal funds rate as its monetary policy instrument until the late 1980s or early 1990s.

(See Daniel Thornton, “When Did the FOMC BeginStTargeting

Louis, Working Paper no. Z-015B, May 2005http://research.stlouisfed.ongd/20042004-015.pdf) Data on the
federal funds rate back to 1914 is not available. Before 2008, the Fed had not set its disc@ihatredtecharged at
the Fed’”s discount window) as low as 0.5% since 1914.

34 SeeCRS Report R4418%ederal Reserve: Emergency Lendibg Marc Labonte
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Reser ve Aetgod emer gemhat eodlobva wa mdi ncornebdaintk
financial institawutlidngy msandst owehdnfinanc

The Fed provided assistance through liquidity

di scount window and the newlyaboeamadd tdmomgdndy
suppmrte vteamt tthwo fsapnebctir fe Aumbefroincsaan I nt eAIn@at i onal
and Bear 8SmeanhsofThesistancmagpnmidtaurdgeed Wweisanan
normal Fed 1endd¥yYH Tatsals hoswni stnance from the F
beginning of August 2007 was approximately $23
with no direct -Bapenmnlrdtr hgii  Etheg mblbne dnmiad6h t gh 1 dfi o$h
with -mi gleacaf $108 billion given in direct supp
Assistance provided through liquiditwhdmcilit:i
many facilities amedestag gopveeadi ftioc eixmpsitriet, ut i ons

in Janu®*@Trhye 210alslt. 1 oan from the c¢r¥iCseinst rwmas braenpka i d
liquidity swaps (temporary currency exchanges
the onlyefiaedl doyiaoag the crisis still active,
since 2262 stAnce through e xpeipracidd fwalctnihl 2ii0tditdegsr ehsat s.
the Podd¥cWManged Section 13(3)s pteoc irfulce ionwtt idiurteic
the future.

Figure 1. Direct Fed Assistance to the Financial Sector
(August 1, 200-December 31, 2013)

m All Liquidity Facilities M Support for Specific Institutions

Source: Fed,Recent Balance Sheet Trdritjss://www.federalreserve.ganbnetarypolicyidst_recenttrends.htm

3512 U.S.C8343.

patafrom“ Re c e nt Ba |l T n «redtdidriguidity Programs and the Balance Sheet
http://www.federalreserve.gawonetarypolicydst_recenttrends.htrivalues include totals from credit extexdde
through Federal Reserve liquidity facilities and support for specific institutions.

37 Federal Reserv&Quarterly Report on Federal Reserve Balance Sheet Developrivenesmber 2014,
http://www.federalreserve.gawonetarypolicysdcontent201411.htm

38p.L. 111203
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Fromi theodudtsi dnreff emer gency | etnodhien gwoirgscein 1ty i
of ctrhiesi s 1in Septsetnebretirh ¢2z20e0tBfgencdthse goFfe d i(tis. ehal ance
prevented the Dbal abnyc es ashh coeftg sfertotiirnggas esaunroyugnyte coufr i t i
After Septaesmbiesrt a2n0cc8 ,e xceeded remhe nFag drbawady
balance s.hekete nt oS egpréodvinld e No v e mblhee’sRddd Bance s heet

more than doubl ed liems s§ it zheamimloir e p$et2eh saornigll Idiacwnmm T h e

and esthestance provided nbkys tahned Fneodnebraanlk Rienssetrivteu tt
considesoadhiass sbeatl ance s he ento nbeeyc aouwseed tthoe yt hree pFeeds.e

With the federal famdlisr ercatt el eantd iintgs fzaelrloi nbgo uansd f i
began toimo?2m@ifeazcEed t he deci stioonp roofviwlhee tahdedri ttioo r
monetary stimulus through unconventional measur e
toel amsgeal e assquapturthtsafered warsd ngui dance

Quantitative Easing hasBatllhhenc@r Ghitele ti m
Bank Reserves

Wit h -tsehrom tr ates constrained by t het eremor abtoeusnd, t
t hr dwmgshreal ¢ a s s, e twhpi ucrhc hwaesrees p o pl X D & WIL W DEWELEY Yt r H DeVdL QtJ «
Bet ween 2009 and 2014,d¢ hef FQH, ubhuWeirt @ olk. §$ . hrBree a
agency debt, adbdckgdnsycmoitgage (MBBmpri dhemosste
of the ass’setbaloann caech es hFeeedt .

To
e ff

u erstand the effect of quartssthbatyi to daesicmg!t
e
mar k
k
1
e

snbahanEeds heeét .e memr g2hOkd, ltemedibegd decl ine
conditions stabilized, which would have ¢
o other actiam.delrnsgthead, rass atoumur olfa QEs (-
1 n drionng , Noavnedmbfer 2008 to Novemb&dr bald hh,cet he o
s he vdaibdmuncoht [ t s composition chantgleked dmacwmts eo fo f
Feldoamst st iadi ngd5b¢sdt ohha end of 2010, whereas
securities rose from less than $500 billion in 1
NovembeTh@20dO0&cond r oiumcdr eoafseéQdEa, 1 hQuEc2e, s heet from $
trilhiNMavember 20il) 2008 1$.2 .19t trreinhaliinoend around t ha
Sept emb®wh e 1i2t, began rising for the d#ration of
tri{(tomprised of $2.5 trilliMBSofaddedO@u4ytsekhbr
agency debt) when2QE3anddbdsinefdatnbdrat that 1 e

1
h
7TDEGHimmar i z&s QtEh ep uhedas ed. blan atnoctea Is,h etelt e 1 hecd e a s
than $2.5 trillion over the ¢ oufrisvee lotafir @ehse tthhare e
iwas before the crisis.

t oo

== = N

- o

39 Between QE2 and QE3, the Fed created the Maturity Extension Program, popularly refer@gdeamation Twist
Under this program, the Fed sold shiertm Treasury securities and purchased {@mm Treasury securities, resulting
in no net increase in treéze of its balance sheet.
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Table 1. Quantitative Easing (QE):
&KDQJHV LQ $VVHW +ROGLQJV RQ WKH )HG:V %DODQFH

(billions of dollars)

Treasury Security Agency MBS Agency Debt Total

Holdings Holdings Holdings Assets
QE1 +$302 +$1,129 +$168 +$451
(Mar.2009-May 2010)
QE2 +$788 -$142 -$35 +$578
(Nov. 201GJuly 2011)
QE3 +$810 +874 -$48 +$1,663
(Oct. 20120ct. 2014)
Total +$1,987 +$1,718 +$40 +$2,587

(Mar. 20090ct. 2014)

Sec®e gg 0D = n oo
ccoo0og s B8 =80 S

e T S S oS e

o e
c -

Source: Congressional Research Service (CB#gulations based on Fed data.

Notes: 7KH ILUVW URXQG RI 4( 4( zZDV DQ QI EXQ P Aol [rawifizluderagency 7KH ~
securities and mortgageacked securities (MBS) that the Fed began purchasing in September 2008 and January

2009, respctively. The final column does not equal the sum of the first three columns because of changes in

RWKHU LWHPV QRW VKRZQ RQ WKH )HG:V EDODQFH VKHHW 7KH ILQDO URZ
because it includes changes in holdings betwthe three rounds of QE. Data on the tatdee based on actual

data, not announced amounts at the onset of the program. The two can differ because of timing and the maturity

of prior holdings, which decrease the amounts shown in the table.

5 B o w» =

(O =N

s linnc rtelmes @eBesk t s must be matchetdhldhpbalcecoiress po
baldhhe 'skeldd etboi sltidtkikees form of currency, bank
the QEShaidr emas nadny iarecschdksedl eidmrbv e s

osited
m abou

e
S et s
1
i

d

t

b

y

$46
resexcveldhthiviehhdonhey have been bet ween §$2.
“TohOel 4i ncrleasesdamvédsancan be seen as the 1inev:

billion in August 2008 to $820 bi

held bynkhee fiend vedfef ccacut s;se fatishseae 1t ¢ epdi rtcthea sk

intended

uwsr, i tail el

rowing
ables,

S
0 a n Repsreorngw easthsecacsaamhseen t he Fed makes ltoans or p
ts thethrerocesesdpvenascounts at the Fed.

purpose of QE was m d npgwetredawmwmared .
chastimgm| Pmegasury securities and MBS should d
el se

AOB y
statute, Congress
capped the surplus at $10 billidhL. 115123reduced the surplus from @billion to $7.5 billion.P.L. 115174
reduced the surplus from $7.5 billion to $6.825 billion.

41 SeeH.3. Federal Reserve Statistical Releagegregate Reserves of Digitory Institutions and the Monetary Base
http://www.federalreserve.gaeleases$i3/Current

accounting

equal. The hope 1is that a reduct
throughout thesecomntoinye e 06nsmuimat
ng, and businessreavesymend in pl
have been unusually 1low since the
ming emfotdenalticthe su pi w ltols@®sl ey 1t at & shec

ermining whdtlt hean@QEst sthmbatdedat nte

identity, the assets on the Fed’s balance s

has limited the size of .Ph2l4%¥ed’s surplu
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spending requires controlling for other factors,
both ratescasdtinv®espending.

The 1increassebalnanche sFheedet has yt hbee cpaoutseen tbiaanlk troe stbx
are a component of the portion of tPRQHMODL\y s upr

EDVH which grew at an unprecedented pace during
money supply have noongtewy basquniekldyiafl aheom
the’sFegdbal of 2% for most of the period since 20
translated into higher inflation because bank 1 ¢
and havtoniomcdeased lending or asset purchases b

An o tchoenrciesthm h oibmlgar ge aMBESntshefFed is allocating
housing sector, putting the 71 eswthtdhfatt e ctdowanomy
Advocaft epBur c has es notse tthhea ts ehcotuosri nogf wahe e conomy
stabilization, gig¢thishergamant bécomeschlkesssper
mar ket conti;ftthMBSt mar kbdobsndj)e mor evelsi,quliidmitthianng r
the potent’sapufohasbhe FedbhedFesedupsibegahhg phat
purchaweot herbeassisdeetss Treasury securities

ThéExit StNatmglyi zation of Mon
Policy After QE

On October 28, afdfiddncedet Fat istc awloeu lads ssetto pp unrackhi an
the end o*¥Notwhet hmontQhE. i s compl et eds xaittt enti on ha
strd@dfegm QE and zero interest rates. Thwy Fed 1| ai
in a statement*®litn pSleapntse nmboe rc 02n0tlidn.u e i mpl ement i ng
targeting t he*Tfheed ebraasli c¢f wrnhdasl lreantgee. t o doing so 1is
effectively alter the federali df bedorratdebyxralst e
because QE has flooded the market with excess be
more than $2 trillionlearbagkfedeenlesfnntdher maek
if the Fed woul®™d like it to be higher

42 For a review of studies on the effectiveness of QEC$® Report R4296Federal Reserve: Unconventional
Monetary Policy Optionsy Marc Labonte

43 Federal Reserve, press release, October 29, B@p4/federalreserve.gavwseventgressionetary/
20141029a.htm

44 Available athttp://federalreserve.gawwseventgressionetary20140917c.htmFor more informaton on t he Fed’ s

exit strategy, see Stanley Fischer, “Conducting Monetary P
Policy Forum, February 27, 201itp://www.federalreserve.gonéwseventspeechischer20150227a.htnsimon
Potter, “Money Markets and Monetary Policy Normalization,?”

http://www.newyorkfed.orglewseventspeeche2015pot150415.html

45In the normalization statement, tRed announced it would continue setting a target range for the federal funds rate

(e.g., 0% to 0.25%), whereas before rates reached the zeradbpu t he Fed set a point target. S
Rate Control During Normalization, "httpypwwnewyorkiedorgdsI FMA confer
newseentstpeeche2014/p0t141007.html

46 The decline in turnover in the federal funds market since the beginning of unconventional monetary policy is
chronicled in Gara Afonsoetat,Wh o’ s Borr owi ng i ,filLibertyStred Ecdnorfigedéal Mar ke t
Reserve Bank of New York, December 9, 201t8y://libertystreeteconomics.newyorkfed. @@1312hos
borrowingin-the-fed-fundsmarket.html#more
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The most straightforward way to return to nor mal
excess reserves by shrinking the balance sheet t
any secur i*flinesst,e ahdo,weivte ri.s bgrlaadwael Isyh ereet d bcyi g atshi en
over securities asntBept2diabidmeostwhihhaoakebegganmsi af
ended Initially, it allowed only $6 billion of
month, which wad o a$id@lbiyl inemeafelTreasuries an
mont h, where 1t wi 11 remalThe ulied |lbaemlorenad s ztali da to ni
cease shrinking the balance sheet or use QE agai

economy using reductions in the federal funds 7r1a

The Fed intends to ultimatelwo rmamue es e@¢cwr ibtail @sn cte
necessary to implement monet®hy Feldi hpnse¢ ffiiadican t
foresees a balance sheet size that is consistent
crisis. In part, that 1iss bbaclcaanucsee sehtbheetre altisa bhalrigei
currency in circul aotrieo nt hneo we rtihsains ,t haenrde twhaes Tbreefa s
balances on averageBuitn tihtes badaamwmrt saite etthewiHed d .al
larger because the Fed desciidgsd niew Jnen thaordy o2 0 t S rt
feder arlatfeunedvsen after n&Umdétrzaheonewsmedompideted
funds rate is not determined by supply and demar
would prefer to maintain abundantebam&kr ketser ves
operations to respemdntdo fohanmgefrive sweamBlys boaakr a

prcer inseitshod of targeting mtih-eenxfickedsesrbaal b afvaccnedesd r at e,
be ne oesusta rpyo rtlthaapns b erfiosries & hiet sc bal ance s heet cou

The Fedycatamomaced whewn twhwicl widnel cowmpl @t gad t he ba
shewwotul d be upon compl eEOM@mi nbtu¢ s thedodvdnmtuh e ywi2d
could be comml as®drmatshtyttaacbsatance sheet would no
smaller than its current size -oMfofe tthdadlfiomr wtic
larger tchramiistAstifmmaagh the Fed haslytatog hbhdini/
MBSt,he woamd d st erhbl haMBSIhdIadmegrsdiimg to projecti
New Yorlk Fed

In order to raise the federal funds rate in the
mar ket 1int erree sctl orsaet—¢ssu bhshtaittduatreesct 1y raised the ¢
reserves held ats dadlee Freadvamde usepudahgse agree me
rafles .

47 As a result of QE, the Fed has become a major holder of Treasuries and MBS. Thus, rapid asset sales could cause
volatility in those markets, but modest and gradual sales likely would not pose that risk.

“BFederal Re s ersveAd deFnOIMICm Itsos utehe Pol i cy NaoesseedsgJunet i on Princi
14, 2017, abttps://www.federalreserve.gmdwseventaressreleasesbnetar0170614c.htm
“Federal Reserve, “Statement Regarding MonetapgssPolicy I mp!

release, January 30, 2018tps://mww.federalreserve.gonéwseventgressreleasasbnetary20190130c.htm

50 Federal Reservéinutes of the Federal Open Market Committéanuary 2880, 2019,
https://www.federalreserve.gaabnetarypolicyiilesfomcminutes20190130.pdf

5! Federal Reserve Bank of New Yofxpmestic Open Market Operations During ZpApril 2018, p. PDF35, at
https://imwww.newyorkfed.orghedialibrarymediamarketsdmobmo2016pdf.pdf

52 See Federal Reserve Bank of New Yd¥RQs: Overnight FixedRate Reverse Repurchase Agreement Operational

Exercise September 19, 201Hitp://www.newyorkfed.orgharketsirp_fag.html  For a 1 i st of the Fed’ s
counterparties, sddtp://www.newyorkfed.orgharketsexpanded_counterparties.htr8lee also Josh Frost et al.,

“Overnight RRP Operat i o fisance and Econdias ®iscassion S&iesl20l® y Tool , ”
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In 2008, Congr e sasu tghrbaonitpeydy timet eBBed tatulbder baon&ks v esa.n
earn interest on excess reserves by lending ther
them at the Fed, raising the interest rate on ba
raXtlen this way, the qFueiddictayn tloo cakv ouipd eaxncye spso tleint i a
effects because reserves kept at the Fed cannot
broader ®knopomytice, the interest rate that the
s1i ghtrl yt hhaing htehe federal funds rate, WwWhich s ome

Reverse repos are another tool for drtaeirnmng 11 qt

mar ket rates. They drain 11iqui dirtayn sffreorm etdh ef rfoimm a
market participants to the Fed. As a result, int
shearetrm lending markets, rise. The Fed has long

repo mar ket, but sn nac emu2cOhl 31 airtg ehra sv oelnugmeg eodf ir e v e
broader range of nonbank cowmptoarsparctdi em,t eirpaliwdi
as Fannie Mae and Freddie Mac) and certain mone.)

Reverse Repursc hFaascei 1Q@peyr. a tTihen Fed i1is currently no
overnight reverse repos offered through this fac
potential ramifications of the Fed becoming a dc
itsteopnrties. For example, will counterparties
panic, and will the Fed be exposed to ceounterpar

February 19, 2015:ttp://www.federalreserve.gme¢onresdatééds2015files/2015010pap.pdf

53 The authority (12 U.S.G461(b)) for the Fed to pay interest on reserves was originally granted in the Financial
Services Regulatory Relief Act of 200geginning in 2011. The start date was changed to immediately in the
Emergency Economic Stabilization Act of 20B8L(. 116343).

54 The interest rate on reserves might bpeeted to set a floor on the federal funds rate, but in practice the actual

federal funds rate has been slightly lower than the interest rate on reserves since the Fed began paying interest in 2008.

This discrepancy has been ascribed to the fact that gartieipants in the federal funds market, such as Fannie Mae,

Freddie Mac, and the Federal Home Loan Banks, do not earn interest on reserves held at the Fed. See Gara Afonso et

a 1 Wh o Lendng in the Fed Funds Markgt_iberty Street Economic&ederaReserve Bank of New York,

December 2, 201 3ttp://libertystreeteconomics.newyorkfed.@@13/12Mwhoslendingin-the-fed-funds

market.html#.VDWOgxYXOmo

55 Removing reserves through asset sales would have the same effect on bank lending as paying banks to keep reserves

at the Fed.

%Joseph Gagnon, “Should the Fed Subsidiz tEcdhamick,s?, ” blog po:

December 9, 201%ittp://blogs.piie.coméaltimep=5299 The difference between the federal funds rate and the
interest rate paid on reserves is not intentional, but comes about because of differences in eligible market participants.

5%See, for example, Sheila Bair, HKdhe FdNdleStrertIouRaldale r ve s Ri s |
24, 2014. For a counterargument that increased use of reverse repos could enhance financial stability, see Robin
Greenwood, Samuel Hans on, and Jeremy Stein, t“YThleo oHe d’er al R
working paper, September 2016tps://www.kansascityfed.orginediafiles/publicatsympos2016E£consympsium-
greenwooehansorsteinpaper.pdffa=en
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+RZ +DV 4( $IIHFWHG WKH )HG:V 3URILW\DA@QG WK

The Fed earns interest on its securities holdings, and it uses this interest to fund its operations. (It receives
DSSURSULDWLRQV IURP &RQJUHVV 7KH )HG:-V LQFRPH H[FHHGV
the Treasury, whicluses it to reduce the budget deficit. Although the increases in, first, direct lending and, 13
holdings of mortgagd HODWHG VHFXULWLHY LQFUHDVHG WKH SRWHQeex D
SRVW IDFWR HIITHFW RI PRUH WKDQ GRXEOLQJ WKH )HG: -V @rWetL
incometo Treasury rose from $35 billion in 2007 to more than $75 billion anhutbm 2010 to 2017 However,
normalization is likelyo continue reducingemittances because of tr@maller portfolio holdings andsingcosts
associated with payirtggherinterest on bank reserves and reverse repasth remittances from net income
falling to $62 billion in 2018Although some analystave raised concerns that the Fed could have negative ne
income in the next few years as a result of normalizattbe,New York Fed is not currently projecting that will
occur under various interest rate and balance sheet scenarios. Instead, it pritjattemittances will decline
from the higher levels that have prevailed since the crisis to nearer precrisis $eifelse Fed were to generate
negative net income, its accounting conventions preclude the possibility of insolvency or transfers freomyl.re

58 Federal Reserve Bank of New Yofkojections for the SOMA Portfolio and Net Incqmeril 2018,
https://www.newyorkfed.orgharketsamual_reports.html
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Appendix.Re gul at ory Responsibilit

The Fed has distinct rol es as a central bank anc
ar e as foll ows:

Xx YWOQN UHIXOGRWIFRQ@ supervises bank holding compa
hol di compaahesné¢ THLs )gl whliarge and thousart
depos ories, f 04T hsea fIRartdayh ka nAdc ts oruengduniersess. t he F
S j BHCs with more than §50 billion in c.
ial regulationa@ppl esdadfdmmisc)t eerm st anda:
rt to mitigatThehtesdyssemisorithk phad
or of U.S. branches of foreign banks
members of the Federwilt Retslkea vet SBeyrs t e m
®lietg uplraotmourlsgat es rules and supervisory
in areas such as capit e a
rvision to ensure tha 1
ng businsssupruddstoly.
protection for banks
ts.

X 3UXGHQWIR@OWRI QRQEDQN V\VWHPLFDOO\ LPSRUWDQW ILQI
LOVWLWEKWLEQWMdM k Act allows the Financial Stab
Counci I®t(oF SA®G)i gnate nonbank financial fir ms
(ST FIs). Designated firms are supervised by
Since enactment, thehausvmbergod fdlreomghauvur.,d ifni
to non® today.

X 5HIXODWLRQ RI WKHTERB\PHQW V\&W¥MHIPates the retail
payment system for safety and soundness. I+
system, such as interhbanlh gs eFfitnlnekileAadttds and ¢ h
subjects payment, c¢clearing, and settlement s
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59 The Fed was assigned regulatory responsibility for thrift holding companies as a result of tHer@ddAct, which
eliminated the Office of Thrift Supervision.

60 For more information, seERS Report R42156 \VWHPLFDOO\ ,PSRUWDQW RU 37RR %LJ WR )DLO" )
by Marc Labonte

61 The federal banking regulatory system is charter based. Other types of depositories are regulated by the Office of the
Comptroller of the Curmcy and the Federal Deposit Insurance Corporation. A bank holding company is typically
regulated by the Feat the holding company level and the other banking regulators at the bank subsidiary level. For
more information, SeERS Report R44918Vho Regulates Whom? An Overview of the U.S. Financial Regulatory
Framework by Marc Labonte

2TheDoddF r ank Act transferred the Fed’s authority to promul ga
Financial Preection Bureau (CFPB), but the Fed retained supervisory responsibilities for banks under its jurisdiction

that have $10 billion or less in assets. Although the CFPB was created as a bureau of the Fed, the Fed has no authority

to select CFPeBripsl olyecaecdse rosrhitpo osret or modi fy CFPB policy. The
transfer from the Fed; the amount is set in statute and cannot be altered by the Fed. For more inforn@&&nlnsee

Focus IF10031introduction to Financial Services: The Bureau of Consumer Financial Protection (CBRBheryl

R. Cooper and David H. Carpenter

63 The FSOC is an interagency council consisting of financial regulators and headed by the Treasury Secretary. For
more information, seERS Report R4505Financial Stability Oversight Council (FSOC): Struct and Activitiesby
Jeffrey M. Stupak

64 SeeCRS Insight IN10982After Prudential, Are There Any Systemically Important Nonbarks®arc Labonte
and Baird Webel
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important by the FSOC to enhanced supe i
Securities and Exchange Commission and

Commins,s idoepending on the type of system).

X ODUJLQ UHTXLWHPHWVsets margin requirements on
certain securities, such as stocks, in certa
mar gin requirements is tohmardeta Wkamapgeopo:
on credit

r vis 0
t he C

The Fed attempts to mitigate systemic risk and g
regulatory responsibilities, as well as through
on the FSOC ( whdoesnet infayn draitsek si sa ntdo ries pond to e mer
stabihd¢d)hasdl focused more on attempting to mitdi
regulations sincehasshsofineatunrnédcrisisntandal orp
maroprudential approach’ to supervision and regu!
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85 ThenFed Chairman Ben Bernankémplementing a Macroprudential Approach to Supervision and Regulation,
speech Bthe 47 Annual Conference on Bank Structure and Competition, Chicago, llliRedgral Reservéjay 5,
2011, http://www.federalreserve.gawvwseventspeechiernanke20110505a.htm

Congressional Research Service RL30354 - VERSION 107 - UPDATED 20



